UNITED STATES BANKRUPTCY COURT
NORTHERN DISTRICT OF NEW YORK
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Hon. Stephen D. Gerling, Chief U.S. Bankruptcy Judge

MEMORANDUM-DECISION, FINDINGS OF FACT,
CONCLUSIONS OF LAW AND ORDER
Presently before this Court are two motionsfiled April 4, 2002 and June 11, 2002 (“Motions’),
respectively, by the United States Trustee (“UST™), seeking the disgorgement of fees paid to American
Bankruptcy Counselors (“ABC”)/The Law Group, Ltd. (the “Law Group”), Chicago, lllinois, and Douglas

P. Bates (“Bates’), Auburn, New Y ork, attorneys who represented the Debtors, Nancy M. Brown and
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Craig T. Brown, in connection with their chapter 7 bankruptcy. The Motions dlege violations of 88 110,
329 and 504 of the Bankruptcy Code (“11 U.S.C. 88 101-1330) (“Code’), as well as the Disciplinary
Rules of the Code of Professiona Responsbility, asadopted inNew Y ork State and found as an Appendix
to the New Y ork Judiciary Law, more specificaly DR 3-101 and DR 3-102.

The motions were adjourned severa times and were findly argued at the Court’ s regular motion
term in Syracuse, New Y ork, on October 1, 2002. Following the hearing, the Court reserved itsdecision

and granted the parties the opportunity to file additiona memoranda of law by November 5, 2002.

JURISDICTIONAL STATEMENT

The Court has core jurisdiction over the partiesand subject matter of this proceeding pursuant to

28 U.S.C. 88 1334(b), 157(a), (b)(1) and (b)(2)(A).

FACTS

The Debtors, interested in resolving their debt problems, researched their options by conducting

an Internet search. The Law Group, which isan Illinois professond corporation, advertises its expertise

1 UST sinitid motion filed on April 4, 2002 (“ April Motion”), made reference to asharing of
compensation in violation of Code 8§ 504. The UST’ s second motion filed on June 22, 2002 (“June
Motion™), makes no reference to Code § 504, but rather relies on Code 88 110 and 329, aswell as
the Lawyer’s Code of Professona Responsibility as adopted in New Y ork State.
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in bankruptcy through an Internet website. Uponvisting the Law Group website, the Debtors completed
aquestionnaire. Based onthe Debtors' answersto the questions on thisform, ABC, apparently an efiliate
of the Law Group, determined the Debtors' suitability for bankruptcy. See Affidavit of Richard Grossman
(“Grossman Affidavit”), sworn to on September 18, 2002, attached to Bates' Response to Trustee's
Motion for Disgorgement of Fees (“Bates Response”), filed September 26, 2002 as Exhibit B.
Theresfter, the Law Group contacted the Debtors and explained their method of doing business
withregard to handling bankruptcies outsde of their geographica practicearea. The Law Group dlegedly
informed the Debtorsthat itsattorneys would fill out the necessary paper work and contact alocal attorney
in the Debtors area.? Thelocal counsd, after registering withthe Law Group,® would review the petition,
possibly provide advice regarding “locd issues” file the petition, and gppear on behdf of the Debtors at
the first meeting of creditors. For al of these services, a payment of $850 plus a filing fee of $200 was
requested (atotal of $1,050). Of thisamount, local counsel would retain $250 for hissarvices, $200 would

be applied to filing fees and the remaining $600 would be awarded to the Law Group for its fees*

2 The Law Group consists only of attorneys, none of whom are licensed to practice in either
New York or in the federa courts of the Northern Didtrict of New York. Additiondly, no evidence
was provided to the Court to suggest that any of the Law Group’ sattorneys had attempted to appear
in the Northern District of New Y ork pro hac vice.

% The regigrationprocedure requiresthat the loca counsel complete aform, listing the number
of years the attorney has practiced bankruptcy and the name of the attorney’ s mapractice insurer,
among other things. See Grossman Affidavit. Additiondly, and at the request of the Law Group, Bates
completed a Bankruptcy Referral Regigtration Form for the purpose of having the Law Group refer
future cases. See UST's April Motion at Exhibit A.

4 According to the Debtors Statement of Financia Affairs, the Debtors actualy paid $850 to
ABC in March 2001. The statement filed by Bates pursuant to Code § 329 and Rule 2016 of the
Federal Rules of Bankruptcy Procedure (“Fed.R.Bankr.P.”) indicates that the Law Group paid him
$850, not the Debtors.
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The Law Group typicaly delegates preparation of a bankruptcy petition to one of itsexperienced
bankruptcy attorneys. The completed petition, initspreliminary form, isthen sentto a“locad atorney” who
meets persondly withthe dient. Theloca attorney inthis case, Bates, dso reviewsthe bankruptcy petition
for “completeness and accuracy” and may advise the dient as to avalable exemptions. See Grossman
Affidavit®> The Debtors Chapter 7 petition was filed in this Court on November 1, 2001.

After the completion of the Debtors bankruptcy proceeding and subsequent discharge, the UST

filed the current mation for the disgorgement of fees.

ARGUMENTS

In her April motion, the UST argued that ABC/the Law Group and Bates violated Code §
504(a)(1), which prohibitsfee sharing between attorneys in abankruptcy case except under certain limited
circumstances not present here. The UST relieson thedecison of thisCourt in In re Matis, 73 B.R. 228
(Bankr. N.D.N.Y. 1987).

In her July mation, the UST arguesthat ABC/the Law Group engaged inthe unauthorized practice
of law, under certain sections of the N.Y.S. Lawyer’s Code of Professiona Responsihility by preparing
the Debtors petition. Seeid. The UST contends that the Law Group is comprised of atorneys who
neither have a license to practice law in New York State nor are admitted to practice in the Northern

Didrict of New York. Itisthe UST's pogtion that they are practicing law in New Y ork State without a

® The Court notes that the record is devoid of any assertions by Bates as to what services he
actually provided to the Debtors.
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license by providing legd counsding and advice regarding the selection of specific New York State
exemptions.

Additiondly, the UST argues that the retention of Bates as local counsel serves as “merely a
subterfuge for the unauthorized practice” because the Law Group maintained control over the case after
the introduction of local counsdl. See UST’ s June Motion at 19 and 10. The UST aso asserts that the
Law Group is not acting as counsel for the Debtor, but rather is*aclearinghouse for preparing bankruptcy
petitions and retaining cooperative locd attorneys to represent a particular debtor inthe digtrict where the
petitionisto befiled.” Id. a 2. The UST arguesthat suchan operation, combined withthe fact thet the
fees charged by the Law Group exceed those alowed to be charged for the mere preparation of a
bankruptcy petition in the Northern District of New Y ork, violates Code. § 110 and/or § 329.

In opposition, Bates argues that the Law Group is not a bankruptcy petition preparation service,
but alaw firmcomprised of attorneys who generate bankruptcy petitions and essentidly arrange for alocal
attorney tofile the petitions and represent the debtorsinther respective jurisdiction. See Bates' Response
a 2-3. Bates contends that the Law Group was not engaged in the unauthorized practice of law and
assarts that there is nothing improper in dlowing the Law Group to be paid for itswork in marshaing the
information needed for bankruptcy and working with the Debtors to prepare a preiminary draft of the
bankruptcy petition. Id. at 6.° Furthermore, Bates assartsthat “virtualy every state that has examined the

issue dlowsitsatorneys to dividefees with out of state lawyers provided in-state ethical requirementsare

®Bates citesto In re Desilets 291 F.3d 925 (6™ Cir. 2002) as support for this position. Inre
Desilets the Sixth Circuit found that an attorney who was licensed to practice law in Texas and lived
in Wisconsin was alowed to practice law in the United Stated Digtrict Court for the Western Didtrict
of Michiganonthe basis of his Texaslaw license so long as he limited his practice to bankruptcy matters
in federd court.



satidfied.” 1d. a 3 (citationsto various state ethics opinions omitted).

Findly, Bates contendsthat the UST’ s reliance upon Code. § 504(a) is misplaced, because Code
§ 504 does not gpply to Chapter 7 consumer bankruptcy, but “is limited to Stuations in which an attorney
(or some other professiond) is hired by a trustee, a creditor or a committee to perform services for the
bankruptcy estate, and that person subsequently seeks compensation or reimbursement from the estate.”
See Bates' Additiond Memorandum in Opposition to UST’s Moation for Disgorgement of Fees, filed

October 31, 2002 (“Bates Memorandum”) at 1.

DISCUSSION

Violation of New Y ork Code of Professonal Responsihility

The UST seeks, inher June Mation, to recover feespad to the Law Group dlegingthat it engaged
in the “unauthorized practice of law” in contravention of the N.Y.S. Lawyer’s Code of Professional
Responghility, DR 3-101 and 3-102. “The N.Y.S. Lawyer’s Code of Professond Responshbility as
adopted from time to time by the Appellate Divisons of the State of New Y ork, and as interpreted and
applied by the United States Court of Appeds for the Second Circuit shal be enforced by [the Didrict
Court for the Northern Digtrict of New York].” SeeLocal Rule 83.4(j) of the Local Rules of Practice of
the United States Didtrict Court for the Northern Didrict of New Y ork. Although not expresdy set out in
the Local Rulesof this Court, attorneys practicing before this Court are expected to comply withthe same
code of professiona conduct.

In this case, a close reading of the disciplinary rules cited by the UST reveds that the UST’s
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reliance uponthemismisplaced. DR 3-101 isentitled “ Aiding Unauthorized Practice of Law.” 1t does not
address the unauthorized practice of law such as is dleged by the UST herein, but rather, to the extent
gpplicable here, prohibits the unlicensed practice of law. See DR 3-101(B). In addition, DR 3-102 is

directed at fee sharing with anon-lawyer and is clearly ingpplicable to the matter sub judice.

11 U.S.C. §504

The UST aso assertsthat the arrangement betweenthe Law Group and Bates violates Code § 504
whichprohibitsfee sharing under certain circumstances. This Court addressed thistopic long agoininre
Matis, 73 B.R. 228. Inthat case, which wasfiled pursuant to Chapter 11 of the Bankruptcy Code, the
debtor had paid two attorneys atotal of $5,000 as a prepetition retainer. The two atorneysinvolved in
the case occupied the same office suite but were found not to be “associates.” The debtor had been
referred by his regular non-bankruptcy attorney to an initid bankruptcy attorney, who in turn introduced
him to a second bankruptcy attorney due to the latter attorney’s familiarity with Chapter 11 bankruptcy.
Upon filing, the debtor apparently had no further contact with hisinitid bankruptcy atorney. This Court
dlowed theinitid attorney to retain $525 of the retainer for work he had performed prepetition. Further,
it allowed the Chapter 11 attorney afee of $5,250 for services rendered post-petition, whichincluded his
share of the initid retainer, namdy $2,500, disallowing only 1 3/4 hoursof service rendered before he was
appointed by the Court to represent the Debtor pursuant to Code § 327.

I nthe contested matter sub judice, Bates does not dispute that he received $250 inattorney’ sfees
and $200 infiling fees from the Law Group. If, asthe disclosure of compensationindicated, the Debtors

paid $1,050, then the Law Group presumably retained $600 for intidly preparing the petition. See
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correspondence from the Law Group to Bates, dated September 24, 2001, attached to UST’ s Motions
as Exhibit A.

Code § 504 provides that any personor entity receiving compensationunder Code 88 503(b)(2)
or 503(b)(4) is precluded from sharing that compensationwithanyone else, except if the personwithwhom
the compensation is to be shared is “amember, partner, or regular associate in a professiond association,
corporation, or partnership.” 11 U.S.C. 8 504. Therefore, it is necessary to examine Code 88 503(b)(2)
and 503(b)(4) in order to determine whether or not Code § 504 applies to the facts here.

Code § 503(b)(2) provides that compensation awarded pursuant to Code § 330(a) isalowed as
an adminidrative expenses. An examination of the statutory language of Code 8§ 330(a) indicates that
compensationmay be awarded to partieswho fal into one of four categories: (1) atrustee, (2) anexaminer,
(3) a professiona hired under Code 8 327, or (4) aprofessiona hired under Code § 1103. This Court
agreeswithBatesthat an attorney representing a debtor in a Chapter 7 bankruptcy case does not fal into
any of thesefour categories. See Bates Memorandum at 3.

Thus, the Court turns to the examingtion of Code 8§ 503(b)(4) as a possible statutory bar to fee
sharing. Code §503(b)(4) allowsadministrative expensesfor reasonable compensation to thosewho have
represented, generdly, a creditor, custodian or committee member whose expenses qudify for
reimbursement under Code8503(b)(3). ThisCourt further agreeswith Batesthat an attorney representing
debtorsina Chapter 7 bankruptcy casedoesnot fal within the parameters of Code § 503(b)(4) and would
not be compensated pursuant to that section. See Bates Memorandum at 4.

Theintent of Congressin limiting the instances where fee sharing isdlowableisto “* preserve the

integrity of the bankruptcy process. . . [sothat professonas engaged in bankruptcy cases] atend to their



9

duty as officers of the bankruptcy court, . . . rather than treet their interest in bankruptcy cases as matters
of traffic.”” Matis, 73 B.R. at 231-32, quoting 3 CoLLIER ON BANKRUPTCY, 504.02[1] at 504-8 & 9
(15th ed. 1986). In the case at hand, the sharing of fees aided the Debtors in completing the Chapter 7
bankruptcy process. There has been no suggestion that the Debtors were inadequately represented
notwithstanding the assertion of the UST that ABClthe Law Group is a “clearinghouse for preparing
bankruptcy petitions.” Therefore, following the Court’ sdecisonin Matis, the Law Group and Batesshould
be able to retain a portion of the total fee for ther prepetition services for which there could be no

administrative claim pursuant to Code 88 503(b)(2) or 503(b)(4).’

11U.S.C. 8110

[Clompetent representationrequires the attorney to provide servicesthat
are necessary to achieve the basic, fundamentd objectives of the
representation. If thelawyer does nothing more than prepare the petition,
statement, schedules and related documentsand attend the 8 341 mesting,
the lawyer has done litle more than a petition preparer [Footnote
omitted]. At best, such representation will have provided the debtor with
some preparation and advice. . . .

Inre Egwim, 291 B.R. 559, 572 (Bankr. N.D. Ga. 2003).
In this case, the petition, satement of financid affairs and schedules were prepared by attorneys
a the Law Group, whichis comprised of attorneys who use “his or her own computer to generate a

preliminary draft of a bankruptcy petition” and do not employ paralegas for these functions. See Bates

" Arguably, a portion of the sarvices rendered by Bates were actually rendered post-petition
in that he appeared with the Debtors at the Code § 341 meeting of creditors, as well as gppearing in
defense of the Motions. Nevertheess, the portion of the compensation paid to Bates cannot be
construed as having any relation to Code 8 503(b)(2) or (b)(4).
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Response at 2. Code § 110(a)(1) defines a “bankruptcy petition preparer” as “a person, other than an
attorney or anemployee of anattorney, who prepares for compensationadocument forfiling.” Absent any
further factua background, this Court views the Law Group not as petitionpreparers, but as atorneys, to

whom Code § 110 does not apply.

11 U.S.C. § 329

The Agreement® signed by Bates, Grossman and Danid M. Leibsker, an attorney with ABC,
indicatesthat “[€]ach of the above mentioned parties [that have agreed to share the atorneys feespad by
the Debtorg] will remain responsible for the compl etion of the legd work in this matter and responsible for
the legd work of each.” See Attachment to Disclosure of Compensation of Attorney for Debtor, included
in the Debtors’ petition pursuant to Code 8§ 329(a) and Fed.R.Bankr.P. 2016(b). Having determined that
Code 8 110 isinapplicable to the case herein, the Court concludes that Bates and ABCl/the Law Group
must comply with Code § 329, which requires that “[a]ny attorney representing a debtor must file a
datement of compensation paid or agreed to be pad ‘whether or not such attorney applies for
compensation.” 11 U.S.C. § 329. . .. The satement shdl include the particulars of any such sharing or
agreement to share by the attorney . . . .” Inre Greer, 271 B.R. 426, 430 (Bankr. D. Mass. 2002).

Bankruptcy Rule 2016(b) applies to every attorney employed by the debtor, regardiess of the
purpose for which the attorney isretained. 11 U.S.C. § 329(a). The purpose for filing of a disclosure
datement of compensation pursuant to Code 8§ 329(a) and Fed.R.Bankr.P. 2016(b) is to provide a

bankruptcy court with sufficient statutory authority to supervise the terms of any financial agreements

& The Agreement was also signed by the Debtors.
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betweenadebtor and itscounsd. SeeHalbert v. Yousif, 225 B.R. 336, 352 (E.D. Mich. 1998) (citation
omitted); see also In re Bell, 212 B.R. 654, 657 (Bankr. E.D. Cal. 1997) (indicating in dicta that
“[r]eview of the Rule 2016(b)/Section 329(a) statement enablesthe court or interested partiesto determine
if it isappropriate to set ahearing pursuant to 11 U.S.C. § 329(b) to consider cancelling the fee agreement
or ordering disgorgement of the fees”).

In this case, Bates filed a statement disclosing compensation of $850 received dlegedly from the
Law Group. The Debtors Statement of Financid Affairs indicates that the $850 was actudly paid to
AMC by the DebtorsinMarch2001. Bates Statement should have been more specific, reflecting thefact,
as presented to this Court, that he received only $250. Furthermore, a separate statement should have
been filed by ABC/the Law Group, specifying the fees received from the Debtors and the amount to be
paid to Bates for his services pursuant to the Agreement.

Onceacourt determinesthat an attorney hasviolated § 329 and Bankruptcy Rule 2016, the Court
has the authority to order the attorney to disgorge dl of hisfees. See InreBasham, 208 B.R. 926, 931
(B.A.P. 9th Cir.1997) (citation omitted). A “‘court may exercise its discretion and deny or reduce fees
for counsd'sfalure to disclose its fee arrangements, whether or not actual harmaccruestothe estate.’” In
re Central Florida Metal Fabrication, Inc., 207 B.R. 742, 749 (Bankr.N.D.Fla.1997), quoting Inre
Saturley, 131 B.R. 509, 517 (Bankr. D. Me. 1991). Furthermore, noncompliance with Code § 329 and
Fed.R.Bankr.P. 2016, even if negligent or inadvertent, serves as a bags for the Court to order
disgorgement of fees. Neben & Sarrett, Inc. v. Chartwell Fin. Corp. (In re Park-Helena Corp.), 63
F.3d 877, 881 (9th Cir.1995), cert. denied, 516 U.S. 1049, 116 S.Ct. 712, 133 L.Ed.2d 667 (1996)

(citation omitted).
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In addition, the Court possesses the power to require disgorgement of fees paid pre-petition that
exceed the reasonable value of similar services under Code § 329(b).° As noted above, Bates did filea
statement disclosing the compensation he received for his services, whichincluded reviewing the Debtors
petition for completeness and accuracy, advisng them on the exemptions available to them under New
Y ork law and appearing onther behdf at the 8 341 mesting of creditors. According to the statement, he
received $850 for those servicesfromthe Law Group with whom he shared the monies, dthough thereis
nothing inthe statement that specifiesthe alocationof the monies. A review of a cross-sectionof Chapter
7 petitionsfiled during the latter part of 2001 in the Northern Didtrict of New Y ork indicates that the fees
charged, on average, were gpproximately $600.° Thus, $850 exceeds the average fees charged in this
digrict. However, based on the information provided to the Court which he failed to disclose in his
statement, Bates actudly received $250. The Court concludesthat hisfeeswere reasonable, and he need
not disgorge them, having complied with the disclosure requirements of Code § 329 and Fed.R.Bankr.P.
2016. However, the Court finds that $600 paid to the Law Group for the preparation of the Debtors
petition does exceed the reasonable vaue for such services. In addition, as discussed above, the Law
Group, as Debtors' attorneys, failed to file a satement with the Court disclosing the amount of fees it

received. Based on the Court’ s finding that the attorneys employed by the Law Group do not congtitute

®Inaccordancewithin re Telford, 36 B.R. 92 (BAP 9th Cir.1984), wherethe Court held that
8§ 329 grants bankruptcy courts the right to review fees regardless of whether the person charging the
feesisalicensed attorney, this Court has the jurisdiction to determine the reasonableness of fees paid

prepetition.

10 The Court examined the fees charged in twenty-four chapter 7 cases in 2001, without
determining the complexity of the cases and the servicesrendered for those fees. It diminated any fees
in excess of $1,000, of which there were four, and calculated an average fee of $604 per case. This
is somewhat higher than the estimate of the UST of approximately $500.
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bankruptcy petitionpreparers, it must judge thefeespaid by thosetypicaly charged by attorneys in Chapter
7 casesfiled withinthe Northern Didtrict of New Y ork, keeping in mind that a portion of the serviceswere
rendered by Bates, an attorney admitted to practice before this Court. The Court concludes that the Law
Group hasovercharged the Debtorsin the amount of $250 and shall disgorge said amount by paying same
to the Debtors'* within fifteen(15) days of the date of this order, with proof of payment being provided to
the UST within said period.

IT 1SSO ORDERED.

Dated at Utica, New Y ork

this 19th day of May 2003

STEPHEN D. GERLING
Chief U.S. Bankruptcy Judge

11 Asthe monies were paid by the DebtorsinMarch 2001 and the case was not commenced
until November 2001, it is unlikely that the monies would be property of the estate. Even if they were,
the Debtors clamed a cash exemption of $975. Pursuant to § 283 of the New Y ork Debtor and
Creditor Law, they would have been entitled to a maximum of $2,500. Awarding them the $250 will
dill place them under that maximum.



